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An Eye to the Tax Man

Do forest owners understand

tax provisions?

by Tom Straka and
John Greene

n the March 2004 issue of Forest Products

Equipment, Thom J. McEvoy noted that,

“stumpage buyers who are able to brief
prospective clients on the tax implications
of a pending sale are often far more likely
to win a client’s business than even buyers
who offer higher stumpage rates.” This is
because woodland owners know that it
Is after-tax profit that is important. Tax
savings can easily make a bid more
competitive.

Taxes are a major cost of forest owner-
ship and management. McEvoy noted that
“tax laws are confusing, especially as they
apply to timber, and they are always chang-
ing. However, timber
laws well enough to explain them to

buyers who know the

prospective clients are consistently more
successful procurement agents than their
counterparts.”

How well do forest owners really under-
stand the tax laws? Researchers from the
University
Forestry and Natural Resources
USDA Forest Service Southern Research
ntly surveyed nonindustrial,

Clemson Department  of

and the

Station rece

- Percent of forest owners who were aware of each benefic

private forest landowners in South Carolina
to find out whether they knew about seven
beneficial federal income tax provisions,
whether they used the provisions they knew
about and, if not, why not.

Most of the owners surveved had
strong forestry background. For example,
well over two-thirds had a written forest
management plan. Yet, only a quarter were
aware of all seven tax provisions, and 13
percent were not aware of any.

The federal income tax
provisians

Four of the seven federal income tax pro-
visions surveyed are available to taxpayers
in general. The first is long-term capital
gain treatment for the sale or disposal of an
asset—standing timber, for example—that
the owner holds as an investment or as part
of a trade or business, and which they have

owned for more than 12 months. Among
other benefits, capital gains are taxed at a
lower rate than ordinary income.

The second provision is the ability to
deduct operating expenses and carrying
charges—"ordinary and necessary” costs

for timber management, consulting

foresters, hired labor and insect and disease

control—each vear as they occur.

ial income tax provision.
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The extent to which owners can deduct
these costs depends on their level of partici-
pation in management of the forest. Owners
who qualify as “material participants” can
fully deduct the costs against income from
any source. Owners who qualify as investors
or who cannot meet the tests for material
participation face a number of restrictions.

The third provision is depreciation and
the section 179 deduction for income-
producing property. Depreciation allows
owners to deduct over a specified recovery
period the cost of equipment—machinery,
buildings, fences—that they use to produce
income from their forest. Under section
179, an owner can deduct outright up to
§102,000 per vear (for 2004) of the cost of
equipment or machinery they acquire to
produce income instead of depreciating it.
All owners who hold their forest to produce
income, whether as an investment or as part
of a trade or business, can take depreciation
deductions, but only owners who hold their
forest as part of a trade or business qualify
for the section 179 deduction.

The fourth provision is a deduction for
casualty losses or other involuntary conver-
sions. Under it, forest owners whose timber
is damaged or destroyed by a natural or
man-made disaster, stolen, condemned or
killed by a severe insect or disease attack,
can take a deduction equal to their basis
(investment) in the timber that was lost.

The remaining provisions are available
only to forest owners. The fifth is the refor-
estation tax credit, a 10 percent investment
tax credit on up to $10,000 per year spent
by a forest owner to establish or reestablish
timber on property they control. The credit
15 a dollar-for-dollar reduction in the
amount of tax the owner owes, up to the

Figure 2. Percent of forest owners who had used beneficial income tax

aware of

$1,000 maximum.

The sixth provision,
qualifying reforestation expenses, permits
forest owners to amortize (write off) over
eight years up to $10,000 per vear of their
expenses to establish or reestablish trees.
This provision and the reforestation tax
credit are linked; owners who use the refor-
estation tax credit decrease the
amount they amortize by half of the tax
credit taken.

The seventh provision permits owners to
exclude from their gross income a calculat-
ed part of qualifving government cost-share
payments they received for practices to
establish or reestablish trees. It is likely that
the full amount of the cost-share payments
will be excludable for owners who recently
harvested timber from the area.

must

Study findings

Some 87 percent of the forest owners
who responded to the survey were aware of
at least one of the seven federal income tax
provisions examined. Eight percent were
aware of only one provision, but awareness
generally increased with number of provi-
sions, so that 25 percent of the owners were
aware of all seven provisions.

At just under 80 percent, owner aware-
ness was highest for two of the provisions
available to taxpavers in general—treat-
ment of qualifying income as a long-term
capital gain and annual deduction of man-
agement expenses. Among owners who
were aware of these provisions, use also was
high at roughly 85 percent (Figure 2).

Owner awareness of the other provisions
available to taxpayers in general—deprecia-
tion and the section 179 deduction and

Continued on page 36
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Number Percent
Not aware of any provisions ........... 59 o 12,6
Aware of one provision ............... 38 8.1
Aware of two provisions .............. 35 7.5 |
Aware of three provisions ............. 54 oo 11.5

- Aware of four provisions.............. 39 83 |
Aware of five provisions .............. 59 o 12,6
Aware of SiX provisions ............... 68 . 14.5
Aware of all seven provisions.......... 117 ... o o0 0000249

Table 1. Nurmnber of beneficial federal income tax provisions forest owners were aware of.

An Eye to the Tax Man

Continued from page 35

deductions for involuntary conversions—
was much lower at 50 to 60 percent. About
66 percent of owners who were aware of
depreciation and the section 179 deduction
used them, but only 23 percent of owners
who were aware of the deduction provision
for involuntary conversion had used it.

Only about 50 percent of forest owners
were aware of the three tax provisions
intended specifically for them—the refor-
estation tax credit and amortization provi-
sions and the ability to exclude qualifying
reforestation cost-share payments from
gross income. Approximately 80 percent of
owners who knew about reforestation tax
credit and amortization, though, had used
the provisions.

Among the owners surveyed, those who
knew about anv of the beneficial income
tax provisions were more likely to belong to
a forest owner organization, have a written
forest management plan, and have a higher
total household income than those who did
not. In most cases, owners who knew about
a provision also were likely to own more
acres of land overall, more acres of forest
and to have more formal education than
those who did not.

In contrast, there was little difference
between owners who used the tax provi-
sions they knew about and those who did
not. Owners who chose not to use a provi-
sion they were aware of usually believed the

benefit was too small to bother with or the
provision didn’t apply to their situation.

Conclusions

The study findings sound a clear call for
additional efforts to improve forest owner
awareness of beneficial federal income tax
provisions, especially the provisions
designed specifically for them. The tradi-
tional approaches using tax handbooks,

short courses, magazine articles and
Extension workshops have vyielded the

results we have to date, and certainly need
to be continued. However, additional
approaches aimed at informing owners of
the tax implications of other forest uses—
nontraditional products, recreation, stew-
ardship, etc.—offer an approach that would
appeal to the interests of additional owners.

McEvoy has identified an opportunity for
stumpage buyers. If they can provide basic
information on the income tax provisions
that effect forestry, they are likely to add
something that will add value to forest
owners’ timber sales. This presents an out-
standing opportunity to enhance procure-
ment opportunities and to increase forest
owners’ knowledge of basic forestry income
tax provisions. FRE

Thomas J. Straka 1s a professor with
Clemson  University, Departiment  of
Forestry and Natural Resources, Clemson,
S.C. John L. Greene is Research Forester
with USDA Forest Service Southern
Research Station, New Orleans, La. This
study was funded by the USDA Forest
Service Southern Research Station.

36 B Forest Products Equipment -

APRIL 2004

“Free info! Circle # on card or go to www.fpemagazine.com/freeinfo





